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FTFT D OF THF TNVF.NTION: _ 

The instant invention relates to a method, software program, and system for ,so,a«,ng 

nsk in a financial transaction. More particularly, .he instan, invention re.ates to a method, 

software program, and system for isolating risk among different bonds. 

p AfTf r.ROlINP ™ TNVKNTION 

A Collateralized Bond Obligation ("CBO") creates strong credits (such as loans, bonds, 

or other obligations) by tranch.ng a large poo, of individual credUs. The pool can be a large 

poo,ofra,edand/orunratedcredits,n.hecaseofamunicipalS.a«eRevolvingFund( SRF ). 
The htgh quality of the more senior CBO tranche(s) ,s achieved a, the expense of the quahty of 
the more junior tranche(s). As the pools get larger, the percentage of underlying credtts that 
can be expected to default decreases even though the absolute number increases. Thus, as the 
poo, becomes larger, the smallerthe percentage of total pool that is required to be 
subordtnate, but the more likely it is that a subordtnate tranche wil, in fact sustatn losses. The 
most subordinate tranche is vtewed as stmilar to equtty (in the case of an SRF, it i. funded 
with program equity) and bears a large credit and yield penalty. 

In general, because the subordinate tranche(s) bear the risk of a default of an 
underlying credt. and adding more credits increases the likelihood that the subordinate 
tranche(s) will sustain losses (even though losses may decrease on a percentage basts), pools 
are generally closed unless consent ,s obtained from the holder(s) of the subordinate 
tranche(s). As a result, CBOs are generally only used in situations where mere is a wide credt, 
and yield spread between the quaiity of the underlying credits and tha, of the senior tranche(s) 
or where there ts a compelhng business need for someone to hold the equtty (e.g., to ge, the 
underlying loans off the balance sheet). 

Moreover, in structuring issuer-specific credit related products, payment prionttes tha, 
are es.ablished in ,he document may no, be fully honored in bankrupt Rather ,han all of ,he 
Uquidation va,ue going ,o ,he senior credt.ors ,o the extent necessary to make them , who,, a 
por.tongoestothesubordinateholders.even.hough.heseniorob.iga.ionsremainmdefault.Thts 

reduces the benefit of subordination as a structuring device. 

Further under a traditional CBO structure, the individual underlying securities are no, 
owned directly or beneficially by the holders of the CBO tranches. Rather, the holders of the CBO 
secunties own an, merest in, he cash flows from the underiying poo. of obligations which m,eres, 
provides the holders with a specified prion* of payment Paymems are tt ea,ed,he same whether 
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they are payments m the ordinary course or payn.en.3 made in connection w,,h a disch^ge of an 
u„der ly ing obligation ,n bankruptcy. However, in the tiaditiona. CBO structure, the undertytng 
securities are not tranched at the tssuer .eve,, bu, are tranched collective* a. the CBO .eve.. 
rrtff nRS CPnnnN OF T "P A WINGS 

Fig. i shows a flowchart of a method according to a first embodiment of the present 

invention; 

Fig. 2 shows a flowchart of a method according to a second embodiment of the present 
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Fig . 3 shows a flowchart of a method according to a third embodiment of the present 

on; 

Fig . 4 shows a flowchart of a method according to a fourth embodiment of the present 

an; 

Fig. 5 shows a flowchart of a method according to a fifth embodiment of the present 
Fig. 6 shows a flowchart of a method according to a sixth embodiment of the present 

Hg.Tshowsab.ockdiagramofasoftware program according to a seventh embodiment 

of the present invention; and 

Fig. 8 shows a block diagram of a system according to an eighth embodtment of the 

present invention. . 

Among those benefits and improvements that have been disclosed, Cher objects and 
advantages of tins tnvention win become apparent from the Mowing description taken ,n 
conjunction with the accompanying figures. The figures constitute a par. of this specification and 
include exemplary embodiments of the present invention and illustrate vanous objects and 
features thereof. 

nFTATt F.n DF °™">TTON OF THF. INVENTION. 

As required, detailedembodimentsofthe presentation are disclosed herein; however, 
itisto be understood that the disciosed embodiments are merely exemplary of the invention that 
may be embodied in various forms. The figures are no, necessari.y to scale, some features may 
be exaggerated to show details of particular components. Therefore, specific structural and 
functional details disdosed herein are not to be interpreted as limiting, bu. merely as a basts for 
the claims and as a representative basis for teachtng one skilled in the art to vanous.y employ the 
present invention. 
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The new CBO structure described and claimed herein provides, among other things, a 
mechanism for inserting a third party between the underlying issuer and the u.timate purchase. 
Although theCBO holders may have a beneficial interest in the specif* underlying bond, thethtrd 
party is the owner (for purposes of a bankruptcy) of both senior and subordinate obHgauons, and 
upon receipt of any payments in connection with the bankruptcy (including both payments 
intended for senior and subordinate creditors) redistributes the payments in accordance wtth the 
original priorities. Under this new CBO structure the subordination can either be created by the 
issuer (in which case imposing the third party between the issuer and bondholder makes the 
issuer's subordination fully effective) or at the CBO level by tranching preexisting secunttes. In 
one embodtment of the present invention, the subordination is created for individual bonds or 
bond issues rather than across the entire pool. Thus, effective subordination is created between 
the senior and subordinate holders of individual securities in an attempt to insulate the semor 
hoWersfordefaultriskandtoplacetheriskrelatingtothedefaultofanindividualissuerpnmartly 

on the related subordinate issuer. 

An alternative approach to achieving effective subordination may be to mamtam 
subordination, even in bankruptcy, by giving the holders of the senior class of securities direct 
contractual rights versus the hoiders of the subordinate class. Thus, it is believed that the 
bankruptcy of an issuer would only affect the nghts of the various classes of securittes wtth 
respect to the debtor and would not affect the contractual rights of various classes agams, each 
other Generally, bond documents do not attempt to give the various classes of holders nghts 
against each other, bu, only gives them rights against the tssue, Therefore, in bankruptcy, all of 
the rights of the various classes of holders against the holder are extinguished in exchange for the 
payments crammed down on the various classes under the reorganization p.an approved by the 
bankruptcy court. Even if the payments are made to the trustee, the rights of the senior class of 
holders against the bankrupt entity to receive payment prior to the subordinate holders have been 
extmguished. Therefore, the trustee is no. legally entitled to pay funds intended for the 
subordinate bondholders to the senior bondholders. However, if there were a contractual 
arrangement between the senior and subordinate holders as to the prionty of payment, then that 
arrangement should not be affected by the issuer's bankruptcy. Even though the senior holders' 
right against the issuer to receive payment prior to the subordinate holder were extinguished, 
payments made to the trustee for the benefit of the subordinate holders would be subject to the 
rights of the senior holders against the subordinate holders 
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In summary, the present invention provides for what will hereinafter be referred to as the 
TrancheSubordinatedBondapproach(or "TSB" approach), wherein each senior and subordmate 
holder is primarily exposed ,o a particular identified ("related") credit and only secondly 
eX posed«othe 1 m P ac,ofadefaul.ofanyotherrunrela.ed»)credi..Thisisachievedbytranch 1 ng 

each individual credit as well as the poo. of credits. In other words, each senior TSB holder ,s 
primarily exposed to (and perhaps even owns an interest in) a particular credit. The semor TSB 
holder should not be affected by any underlying default except a default on its related credit and 
only iftheamoun. of the default exceeds the amount of the subordinate TSBs related to the same 
underlying credit. It is believed that this should also have the benefit of avoiding concentrate 
and capacity problems for holders of senior TSBs, analogous to bond insurance for which holder 
capacity is based on the underlying credit. If a default exceeds the amount of the related 
subordinate TSBs (i.e., the subordinate TSBs that are primarily exposed to the same underlying 
credit), then amounts payable to the holders of unrelated subordinate TSBs would be applied to 
make the holders of the related senior TSBs whole and the unrelated subordinate TSB holders 
would become owners of or become subrogated to the claim of the related senior TSB holders. 

If the amount of the senior TSBs is less than the expected recovery value in the event of 
a default of the underlying credit, then the unrelated subordinate TSB holders would be exposed 
to a temporary non-payment (-timing risk") but no. to a permanent non-payment ("ultimate 
payment risk") in the event of a defauH on the underiying credit since unrelated subordinate 
holders would be reimbursed from recovery value when i, is realized. Another characteristic of 
the TSB approach is that the amount of senior TSBs created may be limited to increase the 
likeiihoodthatapaymentdefaultcouldbefullyabsorbedbytheholdersoftherelated subordinate 

TSB holders. Consequently, there may be an intermediate tranche which is, in effect, a pass- 
through of the underlying credit with neither the benefit nor burden of the tranching of the pool. 
The intermediate tranche would have the identical credit characteristics of the related underlymg 
credit, with the possible exception tha, all of the recovery value of the loan may be devoted first 
toamounts due tothere.atedseniorTSBs(includingsuchamoun.s.o which unrelated subordmate 

TSBs have become subrogated). 

Thus when a new credit is added to the pool or the amount of an existing credit is 
increased, therisk to the related subordinated TSB holders can be minimized, first, because the 
firs, loss is borne by holders of the related subordinate TSBs and, second, because the risk .o the 
unrelated subordinate TSB holders is essentially timing risk rather than ultimate payment nsk. 
Credits couldbeaddedto the poo. either atthebehest of an issuer or by a holder of an underlying 
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credit This approach could be targeted toward credits that in fact are directly held in the pubhc 
debt markets such as investment grade rated credits or high-yie.d credits tha, are directly held by 
institutional buyers. Both ultimate payment risk and timmg risk to unrelated subordmate TSB 
holders could effectively be eliminated through the use of sub-pools and/or mini-pools as 
described below. 

To further reduce the risk to holders of unrelated subordinate TSBs, it may be desirable 
to create sub-pools within the larger pool where the nature of the risk to subordinate TSB holders 
within the sub-pool is similar. For example, traditional municipal credits, tax-exempt hosp.tal 
credits industrial corporate credits, and high-yield credits (including municipal) might be 
separated. Also, cretins of a particular rating category might be separated from credtts of a 
different rating category. I, is believed that the senior TSBs within the sub-pool should be able 
,o independently achieve high-grade ratings.However.tomaximizethecreditbenefi.toallsemor 
TSBs all senior TSBs could ultimately be secured by all subordinate TSBs. To still insulate 
subordinate TSB holders from risk associated with a drfferent sub-pool, it may be a requirement 
that inorder to combine sub-pools, the senior TSBs within each sub-pool must meet a specfed 
ratmg standard (e.g., tri P le-A) without the benefit of any cross-subsidization from any other sub- 
pool Hence, no subordinate TSB from a different pool would be affected unless a credt. that ,s 
triple-A on its own (the senior TSBs within the other sub-pool) would default without the benefit 
of the cross-subsidization. This reduces the risk to each subordinate TSB holder from credtts that 
are qualitatively different, while maintaimng the benefit to the semor TSBs of having the largest 
and most diverse possible pool of subordinate TSBs securing the senior TSBs. 

From a credit and disclosure perspective, it is believed that important factors to a semor 
TSB holder are the quality of the underlying credit (to which the TSB holder is primarly exposed) 
and the quality of the credit enhancement provided by the entire pool. Given the diversity of the 
pool it ,s believed that ,t would be unnecessary to provide disclosure on any particular credit. In 
any case, it is likely that all of the underly.ng credits would be registered or otherwise have 
publicly available disclosure that could be mcorporated by reference. The ability to identify each 
underlying credit and incorporated disclosure by reference could be important to provtdmg 
adequate disclosure to subordinatedTSBholderswhoareona secondary ortertiarybas.sexposed 
tocredits across the pool. Itis believed, however.tha. the relevant disclosure on anunrelated sub- 
pool should be no more than would be required for the senior tranche of a stand alone pool (stnce 
no subordinate TSB holder would be affected by a default on a credit within an unrelated pool 
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unless the senior tranche would otherwise default), which for a large and diverse pool would be 
a standard disclosure only. 

In another embodiment, if, for a particular type of credit, there are sub-pools representing 
different rating categories of underyling credits, the integrity of the sub-pools could be maximized 
in the event of a downgrade of the rating of an underlying credit by transferring the credit from 
the higher rated sub-pool to the lower rated sub-pool. This should not materially affect the holders 
of the related senior TSBs since they are secured by the whole pool. It is believed that this may 
slightly disadvantage the holders of the related subordinate TSBs in that they would be exposed 
to secondary risk related to an underlying default in the lower rated sub-pool. However, it would 
impose on the subordinate TSB holder, who chose the credit, the full burden of the credit 
deterioration rather than sharing it with the holders of unrelated subordinate TSBs within the 
higher rated sub-pool. The holders in the sub-pool to which the credit is transferred would not be 
hurt since their exposure would be no different than that related to adding any other qualifying 
credit to the sub-pool. Similarly, if an underlying credit has its rating increased, that credit could 
be transferred to the higher rated sub-pool for that credit type. For the same reasons as just stated, 
there should be no detriment to the holders in the sub-pool to which the credit is transferred and 
the transfer would give the holder of the transferred subordinate TSB the full benefit of the 
appreciation of the credit. 

Any actual default would be primarily the responsibility of the subordinate TSB holders 
in the related sub-pool (and their transferees) at the time of the default and secondarily the 
responsibility of the unrelated subordinate TSB holders within the pool. Alternatively, the 
program manager could at some earlier point identify a troubled credit as the responsibility of the 
subordinate TSB holders as of that date (and their transferees). Thus, a problem with a particular 
credit can be isolated so as not to affect the ability to add other credits to the pool. Otherwise, a 
troubled credit could disincentivize potential subordinated TSB holders from participating in the 
related pool since a loss on that credit would be shared by the new subordinated TSB holder. 

In a further embodiment, for credits without significant recovery values, (for which it is 
impossible to eliminate ultimate payment risk by tranching an individual credit), or simply to 
eliminate timing risk to unrelated TSBs, or to increase the proportion of the securities that can be 
converted into senior TSBs, it may be necessary or desirable for the subordinate TSB structure 
to be based on groups of underlying credits (a "mini-pool") as well as single underlying credits. 
The structure of a mini-pool would be similar to that of a sub-pool in that any default within the 
pool would first be borne by the holders of the subordinate TSBs within the pool including 
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subordinate TSBs relating to both individual credits and mini-pools before the holders of any 
unrelated subordinate TSBs would be affected. Each mini-pool might contain credits of a 
particular sub-category of the type of credits in the corresponding sub-pool (e.g., credits related 
to a particular industry, such as telecommunications). The senior TSBs related to a mini-pool 
could still be based on individual credits rather than on the mini-pool of credits. The test for 
addition of a mini-pool to a sub-pool could be significantly less rigorous than the test for addition 
of a sub-pool to the pool. It may only be necessary that the ultimate payment risk and/or timing 
risk to holders of unrelated subordinate TSBs within the sub-pool be made comparable to the risk 
posed by each other underlying credit or pool of mini-credits within the sub-pool. 

Using the TSB approach, an institutional holder (e.g., a pension fund) could create high- 
grade, credit enhanced, more liquid senior TSBs related to either individual securities or a mini- 
pool of securities that it holds. As the pool gets larger, the credit quality of the senior TSBs would 
increase (or at least the probability of any non-payment would get less and less). It is further 
believed that the result for the senior TSBs would be similar to adding bond insurance to 
municipal bonds: a) an increase in price or b) a decrease in market yield. Alternatively, rather than 
being reflected in the price of the senior TSBs, the economic benefit of the TSB structure could 
be reflected in a higher retained yield on the subordinate TSBs. 

Referring now to Fig. 1, a flowchart showing a method according to a first embodiment of the 
invention is shown. As seen in this Fig. 1, Pool 101 contains First Credit 103. First Credit 103, 
which includes an obligation to make specified payments, can be in a non-default state if the 
obligation is met or a default state if the obligation is not met. First Senior Holder 105 is 
associated with First Credit 103 using First Senior Holder Financial Instrument 107, through 
which payments flow from First Credit 103 to First Senior Holder 105. First Subordinate Holder 
109 is associated with First Credit 103 using First Subordinate Holder Financial Instrument 111, 
through which payments flow from First Credit 103 to First Subordinate Holder 109. First Senior 
Holder Financial Instrument 107 and First Subordinate Holder Financial Instrument 1 1 1 may be 
structured to provide for the priority of payments fromFirst Credit 103 to First SeniorHolder 105 
prior to payments from First Credit 103 to First Subordinate Holder 109. 

Pool 101 also contains Second Credit 113. Second Credit 113, which includes an 
obligation to make specified payments, can be in a non-default state if the obligation is met or a 
default state if the obligation is not met. Second Senior Holder 1 15 is associated with Second 
Credit 1 13 using Second Senior Holder Financial Instrument 117, through which payments flow 
from Second Credit 113 to Second Senior Holder 115. Second Subordinate Holder 119 is 
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associated with Second Credit 113 using Second Subordinate Holder Financial Instrument 121, 
through which payments flow from Second Credit 1 13 to Second Subordinate Holder 1 19. Second 
Senior Holder Financial Instrument 117 and Second Subordinate Holder Financial Instrument 121 
may be structured to provide for the priority of payments from Second Credit 113 to Second 
Senior Holder 115 prior to payments from Second Credit 1 13 to Second Subordinate Holder 1 19. 

In the event that First Credit 103 enters the default state any payments available from 
First Credit 103 are first applied to First Senior Holder 105 (at the expense of First 
Subordinate Holder 109). To the extent that the payments to First Senior Holder 105 are still 
not sufficient to cover the obligation of First Credit 103 then payments due Second 
Subordinate Holder 1 19 are used to cover the obligation to First Senior Holder 105 (this is 
shown by the dashed line marked A in Fig. 2). Further, to the extent that any benefit remains 
in the obligation of First Credit 103 to First Senior Holder 105 then Second Subordinate 
Holder 1 19 is provided such remaining benefit (this is shown by the dashed line marked B in 
Fig. 2). 

Of course, if Second Credit 1 13 enters the default state rather than First Credit 103 an 
analogous operation is carried out with regard to First Subordinate Holder 109, Second Senior 
Holder 115, and Second Credit 113. 

Referring now to Fig. 2, a flowchart showing a method according to another 
embodiment of the present invention is shown. This embodiment is similar to the embodiment 
of Fig. 1 and elements of Fig. 1 corresponding to elements of Fig. 2 will not be described 
again in detail. The principle difference between the embodiments of Figs. 1 and 2 is that in 
the embodiment of Fig. 2 the First Senior Holder Financial Instrument 207 and the First 
Subordinate Holder Financial Instrument 21 1 are included within a First Master Financial 
Instrument 223 and the Second Senior Holder Financial Instrument 217 and the Second 
Subordinate Holder Financial Instrument 221 are included within a Second Master Financial 
Instrument 225 The two embodiments otherwise operate in a similar manner. 

Referring now to Fig. 3, a flowchart showing a method according to another 
embodiment of the invention is shown. As seen in this Fig., Pool 301 contains First Credit 
303, Second Credit 305, Third Credit 307, and Fourth Credit 309. First Credit 303 and 
Second Credit 305 are included within First Sub-Pool 31 1 and Third Credit 307 and Fourth 
Credit 309 are included within Second Sub-Pool 313. Each of First Credit 303, Second Credit 
305, Third Credit 307, and Fourth Credit 309 includes an obligation to make specified 
payments and each of First Credit 303, Second Credit 305, Third Credit 307, and Fourth 


Credit 309 can be in a non-default state if a respective obligation is met or a default state if the 
obligation is not met. 

First Senior Holder 315 is associated with First Credit 303 using First Senior Holder 
Financial Instrument 3 17, through which payments flow from First Credit 303 to First Senior 
Holder 315. First Subordinate Holder 319 is associated with First Credit 303 using First 
Subordinate Holder Financial Instrument 321, through which payments flow from First Credit 
303 to First Subordinate Holder 319. First Senior Holder Financial Instrument 317 and 
Second Senior Holder Financial Instrument 321 may be structured to provide for the priority 
of payments from First Credit 303 to First Senior Holder 315 prior to payments from First 
Credit 303 to First Subordinate Holder 319. 

Further, as shown in Fig. 3, each of second through fourth Senior Holders and 
Subordinate Holders are associated with respective Credits through respective Financial 
Instruments. The various Financial Instruments may be structured as described above with 
reference to the priority of payments between corresponding Senior Holders and Subordinate 
Holders. 

In the event that First Credit 303 enters the default state any payments available from 
First Credit 303 are first applied to First Senior Holder 3 15 (at the expense of First 
Subordinate Holder 319). To the extent that the payments to First Senior Holder 315 are still 
not sufficient to cover the obligation of First Credit 303 then payments due Second 
Subordinate Holder 327 are used to cover the obligation to First Senior Holder 315 (this is 
shown by the dashed line marked A in Fig. 3). 

Further, to the extent that the payments to First Senior Holder 315 from Second 
Subordinate Holder 327 are insufficient to fulfill the obligation of First Credit 303 the 
payments due Third Subordinate Holder 335 and Fourth Subordinate Holder 343 may be used 
(shown by the dashed lines marked C and D in Fig. 3). Thereafter, to the extent that any 
benefit remains in the obligation of First Credit 303 to First Senior Holder 315, and to the 
extent that payments due Third Subordinate Holder 335 and Fourth Subordinate Holder 343 
had been directed to First Senior Holder 315, Third Subordinate Holder 335 and Fourth 
Subordinate Holder 343 are provided such remaining benefit (this is shown by the dashed lines 
marked E and F in Fig. 3). Finally, to the extent that any benefit remains in the obligation of 
First Credit 303 to First Senior Holder 315 after Third Subordinate Holder 335 and Fourth 
Subordinate Holder 343 have been made whole, Second Subordinate Holder 327 is provided 
such remaining benefit (this is shown by the dashed line marked B in Fig. 3). 
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Of note is the fact that the operation of Sub-Pool 3 1 1 is similar to the operation of Pool 
101 of Fig. 1. Also of note is the fact that any remaining benefit may not be applied to Second 
Subordinate Holder 327 (associated with a Credit in the same Sub-Pool as the defaulting 
Credit) until Third Subordinate Holder 335 and Fourth Subordinate Holder 343 (associated 
with a Credit in a different Sub-Pool than the defaulting Credit) have been made whole. In 
another example, if a Credit other than First Credit 303 enters the default state then an 
analogous operation is carried out with regard to each Subordinate Holder, each Senior 
Holder, and each Credit. 

Referring now to Fig. 4, a flowchart showing a method according to another 
embodiment of the present invention is shown. This embodiment is similar to the embodiment 
of Fig. 3 and elements of Fig. 3 corresponding to elements of Fig. 4 will not be described 
again in detail. The principle difference between the embodiments of Figs. 3 and 4 is that in 
the embodiment of Fig. 4 each associated Senior Holder Financial Instrument and Subordinate 
Holder Financial Instrument is included within a Master Financial Instrument. The two 
embodiments otherwise operate in a similar manner. 

Referring now to Fig. 5, a flowchart showing a method according to another 
embodiment of the invention is shown. As seen in this Fig., Pool 501 contains First Credit 
503, Second Credit 505, Third Credit 507, Fourth Credit 509 and Fifth Credit 511. Second 
Credit 505 and Third Credit 507 are included within Mini-Pool 512 which in turn is included 
within First Sub-Pool 513. First Credit 503 is also included within First Sub-Pool 513. 
Further, Fourth Credit 509 and Fifth Credit 511 are included within Second Sub-Pool 515. 
Each of First Credit 503, Second Credit 505, Third Credit 507, Fourth Credit 509 and Fifth 
Credit 511 includes an obligation to make specified payments and each of First Credit 503, 
Second Credit 505, Third Credit 507, Fourth Credit 509 and Fifth Credit 51 1 can be in a non- 
default state if a respective obligation is met or a default state if the obligation is not met. 

First Senior Holder 517 is associated with First Credit 503 using First Senior Holder 
Financial Instrument 519, through which payments flow from First Credit 503 to First Senior 
Holder 517. First Subordinate Holder 521 is associated with First Credit 503 using First 
Subordinate Holder Financial Instrument 523, through which payments flow from First Credit 
503 to First Subordinate Holder 521. First Senior Holder Financial Instrument 519 and First 
Subordinate Holder Financial Instrument 523 may be structured to provide for the priority of 
payments from First Credit 503 to First Senior Holder 517 prior to payments from First Credit 
503 to First Subordinate Holder 521. 
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Further, as shown in Fig. 5, each of second through fifth Senior Holders and 
Subordinate Holders are associated with respective Credits through respective Financial 
Instruments. The various Financial Instruments may be structured as described above with 
reference to the priority of payments between corresponding Senior Holders and Subordinate 
Holders. 

In the event that Second Credit 505 enters the default state any payments available 
from Second Credit 505 are first applied to Second Senior Holder 525 (at the expense of 
Second Subordinate Holder 529). To the extent that the payments to Second Senior Holder 
525 are still not sufficient to cover the obligation of Second Credit 505, payments due Third 
Subordinate Holder 537 are used to cover the obligation to Second Senior Holder 525 (this is 
shown by the dashed line marked A in Fig. 5). Further, to the extent that the payments to 
Second Senior Holder 525 which had been due Third Subordinate Holder 537 are insufficient 
to fulfill the obligation of Second Credit 505, payments due First Subordinate Holder 521 may 
be used (shown by the dashed line marked C in Fig. 5). 

Further still, to the extent that the payments to Second Senior Holder 525 which had 
been due First Subordinate Holder 521 are insufficient to fulfill the obligation of Second 
Credit 505, payments due Fourth Subordinate Holder 545 and Fifth Subordinate Holder 553 
may be used (shown by the dashed lines marked E and F in Fig. 5). 

Thereafter, to the extent that any benefit remains in the obligation of Second Credit 
505 to Second Senior Holder 525, and to the extent that payments due Fourth Subordinate 
Holder 545 and Fifth Subordinate Holder 553 had been directed to Second Senior Holder 525, 
Fourth Subordinate Holder 545 and Fifth Subordinate Holder 553 are provided such remaining 
benefit (this is shown by the dashed lines marked G and H in Fig. 5). Next, to the extent that 
any benefit remains in the obligation of Second Credit 505 to Second Senior Holder 525 after 
Fourth Subordinate Holder 545 and Fifth Subordinate Holder 553 have been made whole, and 
to the extent that payments due First Subordinate Holder 521 had been directed to Second 
Senior Holder 525, First Subordinate Holder 521 is provided such remaining benefit (this is 
shown by the dashed line marked D in Fig. 5). 

Finally, to the extent that any benefit remains in the obligation of Second Credit 505 to 
Second Senior Holder 525 after First Subordinate Holder 521, Fourth Subordinate Holder 545 
and Fifth Subordinate Holder 553 have been made whole, Third Subordinate Holder 537 is 
provided such remaining benefit (this is shown by the dashed line marked B in Fig. 5). 
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Of note is the fact that the operation of Mini-Pool 512 is similar to the operation of 
both Sub-Pool 311 of Fig. 3 and Pool 101 of Fig. 1. Also of note is the fact that: a) any 
remaining benefit may not be applied to Third Subordinate Holder 537 (which is associated 
with a Credit in the same Mini-Pool as the defaulting Credit) until First Subordinate Holder 
521 (which is associated with a Credit outside the Mini-Pool with the defaulting Credit) has 
been made whole; and b) any remaining benefit may not be applied to First Subordinate 
Holder 521 (which is associated with a Credit in the same Sub-Pool as the defaulting Credit) 
until Fourth Subordinate Holder 545 and Fifth Subordinate Holder 553 (which are associated 
with Credits outside the Sub-Pool with the defaulting Credit) have been made whole. 

Of course, if a Credit other than Second Credit 505 enters the default state then an 
analogous operation is carried out with regard to each Subordinate Holder, each Senior 
Holder, and each Credit. 

Referring now to Fig. 6, a flowchart showing a method according to another 
embodiment of the present invention is shown. This embodiment is similar to the embodiment 
of Fig. 5 and elements of Fig. 5 corresponding to elements of Fig. 6 will not be described 
again in detail. The principle difference between the embodiments of Figs. 5 and 6 is that in 
the embodiment of Fig. 6 each associated Senior Holder Financial Instrument and Subordinate 
Holder Financial Instrument is included within a Master Financial Instrument. The two 
embodiments otherwise operate in a similar manner. 

Referring now to Fig. 7, a block diagram of a software program according to another 
embodiment of the present invention is shown. As seen in this Fig., Software Program 701 
includes: 

1) Database Module 703 for storing data concerning each credit, each senior 
holder, each subordinate holder, each senior holder financial instrument, each 
subordinate holder financial instrument, the transaction pool, each sub-pool, 
and each mini-pool; 

2) Allocation Module 705 for allocating sub-pools to the transaction pool, for 
allocating mini-pools to each of the sub-pools, and for allocating credits to each 
of the mini-pools, sub-pools, and transaction pool; 

3) Association Module 707 for associating a senior holder and a subordinate 
holder with each of the credits by associating a) a senior holder with a 
respective senior holder financial instrument through which payments from a 
respective credit flow to the senior holder and b) a subordinate holder with a 
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respective subordinate holder financial instrument through which payments 
from a respective credit flow to the subordinate holder; and 
Crediting Module 709 for: 

i) crediting payments from each subordinate holder financial instrument 
associated with credits within the same mini-pool as a defaulting credit to 
perform the obligation of the senior holder financial instrument associated 
with the defaulting credit for the benefit of the senior holder to the extent 
that payments due the senior holder associated with the defaulting credit are 
not available; 

ii) crediting payments from each subordinate holder financial instrument 
associated with credits outside the mini-pool with the defaulting credit but 
within the same sub-pool as the defaulting credit to perform the obligation 
of the senior holder financial instrument associated with the defaulting 
credit for the benefit of the senior holder to the extent that the payments of 
each subordinate holder financial instrument associated with credits within 
the same mini-pool as the defaulting credit which were used for the benefit 
of the senior holder do not cover the obligation of the defaulting credit; 

iii) crediting payments from each subordinate holder financial instrument 
associated with credits outside the sub-pool containing the defaulting credit 
to perform the obligation of the senior holder financial instrument 
associated with the defaulting credit for the benefit of the senior holder to 
the extent that the payments of each subordinate holder financial instrument 
associated with credits within the same sub-pool as the defaulting credit 
which were used for the benefit of the senior holder do not cover the 
obligation of the defaulting credit; 

iv) crediting each subordinate holder associated with credits outside the sub- 
pool containing the defaulting credit with the benefit of the obligation of the 
defaulting credit to the associated senior holder to the extent that the 
payments due each subordinate holder associated with credits outside the 
sub-pool containing the defaulting credit were used to perform the 
obligation of the defaulting credit; 

v) crediting each subordinate holder associated with credits within the same 
sub-pool as the defaulting credit with the benefit of the obligation of the 
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defaulting credit to the associated senior holder to the extent that payments 
due each subordinate holder associated with credits within the same sub- 
pool as the defaulting credit were used to perform the obligation of the 
defaulting credit and to the extent that a benefit exists after any benefit is 
provided each subordinate holder associated with credits outside the sub- 
pool containing the defaulting credit; and 
vi) crediting each subordinate holder associated with credits within the same 
mini-pool as the defaulting credit with the benefit of the obligation of the 
defaulting credit to the associated senior holder to the extent that payments 
due each subordinate holder associated with credits within the same mini- 
pool as the defaulting credit were used to perform the obligation of the 
defaulting credit and to the extent that a benefit exists a) after any benefit is 
provided each subordinate holder associated with credits outside the sub- 
pool containing the defaulting credit and b) after any benefit is provided 
each subordinate holder associated with credits outside the mini-pool 
containing the defaulting credit and within the sub-pool containing the 
defaulting credit. 

Referring now to Fig. 8, a block diagram of a system according to another embodiment 
of the present invention is shown. As seen in this Fig., Computer 801 includes Memory 803 
for storing a software program (not shown) and CPU 805 for processing the software program. 
Monitor 807, Keyboard 809, Mouse 811, and Printer 813 are connected to Computer 801 to 
provide user input/output. The software program stored in Memory 803 and processed by 
CPU 805 may of course be the software program of the present invention. In any case, the 
details of each of Computer 801, Memory 803, CPU 805, Monitor 807, Keyboard 809, Mouse 
811, and Printer 813 are well known to those of ordinary skill in the art and will not be 
discussed further. 

While a number of embodiments of the present invention have been described, it is 
understood that these embodiments are illustrative only, and not restrictive, and that many 
modifications may become apparent to those of ordinary skill in the art. For example, while 
the present invention has been described with reference to each credit being associated with a 
single senior holder financial instrument and a single subordinate holder financial instrument 
any desired number of tiered seniority senior holder financial instruments and/or tiered 
seniority subordinate holder financial instruments could be used. Further still, while the 


14 


present invention has been described with reference to each senior holder financial instrument 
and each subordinate holder financial instrument being associated with a single respective 
senior holder and a single respective subordinate holder any desired number of senior holders 
and/or subordinate holders could be associated with each respective senior holder financial 
instrument and subordinate holder financial instrument. Further still, each TSB holder (i.e., 
each senior holder or each subordinate holder) could directly own the respective underlying 
credit or have a pass-through interest in the form of ownership of an interest in a mutual fund, 
trust, partnership, or corporation (either debt or equity). Further still, the obligation of 
subordinate holders to cover for senior holders could be in the form a guarantee, an insurance 
policy, or an agreement to purchase (either all payments or defaulted payments). Further still, 
each credit and associated senior holder financial instrument and/or subordinate holder 
financial instrument could be incorporated into a single instrument. Further still, the memory 
of the system may comprise a magnetic hard drive, a magnetic floppy disk, a compact disk, a 
ROM, a RAM, and/or any other appropriate memory. Further still, the computer of the system 
may comprise a stand-alone PC-type micro-computer as depicted or the computer may 
comprise one of a mainframe computer or a mini-computer, for example. Further still, another 
computer could access the software program being processed by the CPU by utilizing a local 
area network, a wide area network, or the Internet, for example. 


15 


